This paper presents direct evidence concerning the extent, nature, and outcome of interactions between the two primary parties in the auditor-client relationship -finance directors (FDs) and audit engagement partners (AEPs). A questionnaire instrument is used to elicit the frequency with which, over a three year period, an extensive set of 46 audit and audit-related issues is discussed, is negotiated, and results in a change to either the accounting numbers or disclosures. Three hundred FDs and 307 AEPs of listed UK companies are surveyed, with response rates of 51% and 80%, respectively. Principal findings are that: (i) compliance issues dominate discussions, while accounting and fee issues dominate negotiations; (ii) audit committees generally reduce the level of negotiation and increase the level of discussion, suggesting that the overall degree of confrontation declines; and (iii) in the majority of cases (57%), negotiation results in a change to the financial statements, providing evidence of the auditor's influence on the financial statements.
SUMMARY
This paper represents the first stage of an investigation into the interaction that takes place between the two primary parties in the auditorclient relationship -finance directors (FDs) and audit engagement partners (AEPs). While the existence of discussion and negotiation has been anecdotally reported, no systematic evidence exists as to the extent, nature and outcome of this interaction. The theory in the literature creates an abstracted reality (a black box) that does not adequately describe what is actually happening. This paper seeks to begin to fill this void, by exploring the scope of interactions using a static, questionnaire approach. A questionnaire instrument is used to elicit the frequency with which, over a three year period, an extensive set of 46 audit and audit-related issues is discussed, is negotiated, and results in a change to either the accounting numbers or disclosures. Three hundred FDs and 307 AEPs of listed UK companies are surveyed, with response rates of 51% and 80%, respectively. The large sample size allows us to generalise our findings to the population as a whole.
The level of interaction activity is characterised as 'high'. Four issues are discussed by more than 50% of FD respondents and 12 issues are discussed by more than 50% of AEP respondents. By comparison, two issues are negotiated by more than 20% of FD respondents and eight issues are negotiated by more than 20% of AEP respondents. Compliance issues are found to dominate discussions, while fee issues and issues representing potential earnings management instruments dominate negotiations. For many issues, AEPs perceive a significantly higher absolute level of interaction than FDs, although the two groups' rankings are highly correlated (in excess of 0.7). In aggregate, auditor/auditee interactions have a significant impact upon the content of financial reports, the mean number of reported changes to the accounting numbers (disclosures) being 1.3 (2.9) and 3.4 (6.1) for the FD and AEP groups, respectively. In the majority of cases (57%), negotiation resulted in a change to the financial statements, providing evidence of the auditor's influence on the financial statements. Audit committees generally reduce the level of negotiation and increase the level of discussion, suggesting that the overall degree of confrontation declines. We find no evidence of a link between the extent of interaction and either the duration of the auditor-client relationship or the level of non-audit fees in relation to audit fees paid to the incumbent auditor. These findings are interpreted as inconsistent with, respectively, long-term auditor-client relationships becoming 'stale' and with auditor independence being compromised.
The level of discussion revealed suggests that the traditional agency model of audit is an inadequate characterisation of the activities of external auditors in relation to the client company. The auditor is found to be a source of support and advice, with the final accounts generally resulting from a cooperative effort. However, in the case of significant accounting issues, and where the main parties are unable to agree, third parties (i.e., audit firm technical department, independent internal second opinion, audit committee, and [indirectly] the Financial Reporting Review Panel) are influential in the final outcome. This indicates that, at the negotiation stage, interactions involve multiple parties. Future research into the ability of auditors to withstand pressure from directors should recognise this. The implication of these findings for the impact of 're-engineered' audits on auditor independence is discussed.
The factual evidence presented here provides a useful frame of reference for the development of a line of research that seeks to open the 'black box' relating to auditor-client interaction. Further research (currently underway) that undertakes in-depth, matched interviews will allow the current findings to be contextualised and will permit the dynamics of the interaction process to be fully explored.
INTRODUCTION
A 'robust independent audit process' is fundamental to the integrity of financial reporting which is, in turn, fundamental to confidence in the capital markets (APB, 1994) . In recent years, the trend towards downsizing has meant that management is increasingly seeking additional support and advice from the auditor in the areas of internal control, guidance on accounting principles, and general business advice (Beattie and Fearnley, 1998a, p.20 and pp.24-25) . These developments suggest that the traditional audit model based on agency theory is likely to be partial and inadequate.
To date, most research into auditor-client interactions is either highly abstract, adopting an analytical or experimental approach (e.g., Fellingham and Newman, 1985; Fisher et al., 1996) or indirect (e.g., studies that seek to draw inferences from publicly available data). This focus is undoubtedly due to the obvious difficulties associated with gaining access to real-life settings (Dye, 1991, footnote 1) . This paper adds to our knowledge by conducting an exploratory, descriptive study of the type of issue discussed during interactions between auditors and clients, the form that the interaction takes, and the outcome of the interaction in terms of the financial statements. We focus on interactions between the audit engagement partner (AEP) and the finance director (FD), since this is the primary relationship between the auditor and the client (Beattie and Fearnley, 1998a, p.23) . Ultimately, it is the AEP who is responsible for evaluating the large body of audit evidence gathered throughout the course of the audit and discussing the findings with the client, with the Management Audit Ltd. Int. J. Audit. 4: 177-202 (2000 principal point of contact for the AEP being the FD. 1 It is to be expected that interactions will primarily concern the content of financial reports and the general conduct of the audit. The nature of these interactions can range from a simple exchange of information, through discussion, to negotiation required to resolve conflict. 2 A particular and growing concern here is the auditor's ability to resist management pressure in the discussion of major issues and problems, since this relates to auditor independence (e.g., APB, 1992; and ICAS 1996 in the UK and also the creation of an Independence Standards Board in 1997 in the US). This lack of neutrality is believed to contribute to creative accounting (in particular, earnings management), whereby auditors permit aggressive reporting methods (e.g., Schuetze, 1994; Levitt, 1998) . The accounting and auditing regulatory framework, in particular the flexible interpretation of accounting standards and the effectiveness of audit regulation, represents the context within which interactions occur between auditors and auditees.
The remainder of this paper is structured as follows. Section two briefly reviews the limited and diverse accounting studies concerning interactions between auditors and auditees during the audit process. Research questions are presented in section three. Section four outlines the sample selection procedures, describes the development and content of the research instrument, and summarises the questionnaire administration procedures used. Response rates, tests for bias, and response distributions are presented in the fifth section. Detailed results are presented and discussed in section six. The final section concludes.
RELATED ACCOUNTING STUDIES
The generic process of negotiation, studied across a wide range of settings, has been the subject of detailed analysis in the social sciences. The concepts used in this literature require careful definition. Negotiation is defined as 'processes of interaction between disputing parties whereby, without compulsion by a thirdparty adjudicator, they endeavour to come to an interdependent, joint decision concerning the terms of agreement on the issues between them' (Gulliver, 1979, p.79, emphasis in original) .
Negotiation encompasses bargaining, which 'consists of the presentation and exchange of more or less specific proposals for the terms of agreement on particular issues' (Gulliver, 1979, p.71) .
The problem faced by negotiators is that of 'being interdependent while having interests which are in contrast to those of the other party' (Mastenbroek, 1989, p.56) . In addition, 'negotiating presumes a certain symmetry in the balance of power' (Mastenbroek, 1989, p.63) . Power can be defined as 'the ability of one actor to overcome resistance in achieving a desired result' (Brass and Burkhardt, 1993) . Conflict can be defined as 'the interaction of interdependent people who perceive the opposition of goals, aims, and/or values, and who see the other party as potentially interfering with the realization of these goals (aims, or values)' (quoted in Nicotera, 1993) . Negotiation theory is a key area of conflict research (Kramer and Messick, 1995, p.vii) . Gulliver's (1979) analytical framework captures economic, social, and psychological aspects of the negotiation process. It has been developed from actual cases which span a wide range of social, cultural and economic contexts. Two distinct, though interconnected, processes occur simultaneously -a cyclical process and a developmental process (Gulliver, 1979) . The cyclical process involves the ongoing exchange of information between the parties (perhaps incorporating information from third parties). The kind of information exchanged depends on the current phase of negotiation, and may include information about procedural rules, appeals to norms, factual information, threats, and promises. The developmental process occurs through successive iterations of this cycle, as they drive the negotiation through a number of overlapping phases. The causes of convergence and the nature of the outcome can often be explained in terms of appeals to norms and other sources of power.
Accounting studies concerning interactions between auditors and auditees have used a variety of different methods, have focused upon different interaction stages, and have investigated interactions between staff at different levels on both sides of the relationship.
The theoretical literature specifically on auditor-client interactions is rather more abstract than Gulliver's (1979) negotiation model. It concerns strategic interactions and contains two distinct approaches. The early decision-theoretic approach (Kinney, 1975a,b) does not address the impact of the auditor's behaviour on manager's reporting decisions. The more recent Fellingham and Newman (1985) game-theoretic approach does permit the auditor's testing strategy to influence the manager's reporting decisions. For many parameter values, a Nash equilibrium strategy, rather than a cooperative strategy, is the predicted outcome. 3 These alternative models have generally been tested using experimental methods. For example, Fisher et al. (1996) test the Fellingham and Newman (1985) model, and find that the model generally fails to predict a significant proportion of observed auditor and client behaviour, with the observed behaviour involving mutual cooperation. These models are acknowledged to be 'highly stylized and abstract away from some of the important and interesting features in the extant auditing environment' (Fisher et al., 1996, p.157) . Recently, Hansen and Watts (1997) report on the first empirical test of the two alternative approaches using archival accounting data, finding that the game-theoretic model better describes the auditor-manager interaction. 4 A further strand of research focuses on conflict relations and is motivated directly by the implications of conflict for actual and perceived auditor independence. 5 This series of studies is concerned with the theoretical identification and empirical testing of variables which may explain auditors' desire and ability to withstand pressure from directors (see, for example, Firth, 1980; Knapp, 1985 and Schleifer and Shockley, 1990; Gul, 1991; Agacer and Doupnik, 1991; Lindsay, 1992; Lord, 1992; Bartlett, 1993; Trompeter, 1994; Teoh and Lim, 1996; and Beattie et al., 1999) . The methods used have generally involved either a list of factors to be assessed individually or an experimental task employing a repeated-measures, fixed effects design. In combination, these studies find auditor's incentives and power to be negatively related to the percentage of office (or firm) revenue from the client, the closeness with which audit partner compensation schemes are tied to client retention, unpaid fees, the client's financial condition, the provision of non-audit services, and the level of competition among audit firms.
Positive relationships exist with respect to the inflexibility of accounting standards, audit firm size, the existence of an audit committee, and the personal accountability of the auditor.
Limited indirect evidence regarding interactions between auditors and their client companies is provided by Hill and Ingram (1989) , who interpret selection of GAAP or RAP as the outcome of discussions between the client company and their auditor, and by Chambers and Penman (1984) and Kross and Schroeder (1984) who explain the delayed release of financial reports by troubled clients in terms of the additional time required to agree their contents.
Of most direct relevance to the present study is a working paper by Gibbins et al. (1999) that seeks direct evidence about auditor-client negotiations using a questionnaire approach. 6 Ninety-three experienced Canadian public accounting firm partners responded in the context of a specific negotiation example selected from their experience. Client perceptions were not surveyed. They conclude that negotiation is important, frequent and contextsensitive.
They find that agreement was reported to have been reached somewhere between both parties' original positions in 41% of cases, on the auditor's original position in 32% of cases, and on the client's original position in 4% of cases. A new solution was generated in 16% of cases. The two factors said to be of most importance to the negotiation were 'accounting and disclosure standards' and 'audit firms accounting expertise'.
Finally, Antle and Nalebuff (1991) focus on the negotiation stage of auditor/auditee interaction using mathematical modelling. They show that the expected bias of the final negotiated financial reports is always upward, despite the auditor's rational conservatism during negotiations. 
DEVELOPMENT OF RESEARCH QUESTIONS

METHODS
Sample selection
Two samples, one of listed company FDs and one of listed company AEPs, were selected. The sample of FDs was taken from the population of domestic officially listed companies in the UK as at 30 April 1996. A systematic sample of 300 was selected from an alphabetical listing of company names. The sample of AEPs was drawn from the top 20 audit firms (Accountancy Age, 8th June 1995). To obtain a sample size similar to that for the FDs, firms were asked to identify partners acting for listed companies, the number being in proportion to the number of partners in the firm/total number of top twenty firm partners. The cooperation of the big six firms was negotiated with the assistance of the Audit Faculty of the Institute of Chartered Accountants in England and Wales (ICAEW). Ninety-seven second tier (i.e., firms ranked 7-20) and 210 big six partners were identified.
Research instrument and questionnaire administration procedures.
The research instrument used primarily closedform questions and contained four sections. To provide a specific context within which to respond, AEPs were asked to respond with reference to one specific (but unidentified and unidentifiable) listed company client; specifically, 'the listed company for whom they act as engagement partner which generates the largest total recurring fee (including non-audit services) in their listed portfolio' (emphasis in original). This client was referred to as 'client X' throughout the questionnaire. Section A contained general questions about the company/audit firm and the auditors/ auditee. Section B concerned areas of discussion and negotiation with the auditors/client company. The definition of negotiation included in the questionnaire was selected from a review of the definitions offered in the negotiation literature (e.g., Gulliver, 1979, pp.70-79; Kennedy et al., 1984, p.3 and p.12; and Mastenbroek, 1989, p.11) . The introduction to this section reads as follows:
'The process which each year culminates in the production of financial statements which are contained in a company's annual report is described as a 'process of negotiation' between the auditor and the company. Discussion on various issues takes place and may lead to negotiation. This is a continuing process which includes issues identified and discussed prior to the commencement of the final audit and is not restricted to the yearend accounts. We define 'discussion' and 'negotiation' as follows: discussion: matters are raised by one side or the other (or both) and are considered in speech or writing; negotiation: is the process of reconciling conflicting views advanced in discussion, by concessions on one or both sides.' Respondents were asked to indicate which of 46 itemised issues had 'been the subject of discussion and/or negotiation between you and your auditor/client X over the last three years, and whether any of these discussions or negotiations resulted in any change to your/your client's proposed accounting numbers or disclosures'. This list of 46 issues was developed from the article by Tweedie and Whittington (1990) on recognition and measurement problems in financial reporting in the UK, updated to include emergent problems since 1990. We identified issues concerning disclosure, compliance, and audit-related matters as other areas for discussion and negotiation. The 46 issues were listed in five groups: accounting principles and practice, disclosure, balance sheet areas not Management Audit Ltd. Int. J. Audit. 4: 177-202 (2000 Accounting principles and practice 177-202 (2000) addressed elsewhere, compliance, and auditrelated matters, as shown in Table 1 . Six 'other (please specify)' issues were included. We also sought to get behind the frequency data concerning what was discussed and negotiated to investigate how these interactions took place, i.e., what influenced their course. The questionnaire therefore included an open-ended question on both the process of interaction and the main factors influencing its outcome.
The remainder of the questionnaire concerned perceptions of auditor independence and is reported in Beattie et al. (1999) . A draft questionnaire was pretested with the assistance of several senior business executives and audit partners and the content, ordering, and terminology was revised accordingly. Questionnaires were serially numbered to allow non-respondents to be followed up, and were accompanied by an explanatory letter which included an assurance of confidentiality of responses and a return envelope. Questionnaires to FDs, and to AEPs in second tier firms, were sent direct by the researchers, whereas those to big six AEPs were distributed internally by the firm (thus preserving the AEPs', and their client's, anonymity). All responses were returned direct to the researchers. Reminder letters were sent after 11 days and a second request (together with another questionnaire and original covering letter) was sent after a further 15 days.
RESPONSE RATES AND DISTRIBUTIONS
Response rates and tests for bias
For the FD sample of 300, 153 usable responses were received, representing a response rate of 51%. For the AEP sample of 307, 244 usable responses were received, representing a response rate of 80%.
To test for response bias, the size group of early and late responders (first and last 25 FD respondents and first and last 55 AEP respondents) were compared on the assumption that late responders are similar to non-responders (Oppenheim, 1966, p.34) . Size groups were defined in terms of turnover (three groups) for the FD sample and client X's audit fee level (four Item non-response 2 0.8 244 100.0 groups) for the AEP sample. The hypothesis that early and late responders were drawn from the same population was tested using a chi-square (χ 2 ) test and was not rejected (α = 0.05). Although this test is limited in value (see Wallace and Mellor (1988) for a discussion), we believe that, given the high response rates obtained, response bias is not a serious threat. Table 2 provides an analysis of the respondents by audit firm type, company size, and client industry group.
The validity of questionnaires can also be affected by the suitability of individual respondents, who should be both knowledgeable and involved in the relevant practices, usually at a senior level. FD respondents, based on job title, were finance director (56%), financial controller (9%), director (5%); accountant (5%), chief accountant (3%), and other/non stated (22%). We therefore conclude that the risk of uninformed respondent bias in this sample is minimal.
Response distributions
The distribution of responses across each respondent type is summarised in Table 3 , which shows the mean, standard deviation, and median number of issues cited for each form of interaction. As would be expected, as the interaction progresses, the mean number of issues affected declines. In all cases the median lies slightly below the mean, indicating a slight positive skew in the distributions. The standard deviations are fairly large in all cases, indicating a high degree of variation among respondents. The reported incidence of all forms of interaction and change is markedly greater for the AEP sample than for the FD sample. A large proportion of issues appear, unsurprisingly, not to go beyond the discussion stage. Despite this, we were struck by the extent of reported negotiation and change to the financial statements.
RESULTS AND DISCUSSION
RQ1: What issues are discussed by FDs and AEPs
and what is the incidence of these discussions? Discussion can be interpreted broadly either as a simple exchange of information (e.g., advice if the client's technical department does not have the scope to investigate for themselves or the accounting issue is complex or new) or as elucidation and confirmation in support of the attest function. The frequency with which each of the 46 issues relating to the production and audit of annual financial statements is discussed by the auditor and auditee was calculated. Table 4 gives the frequencies and ranks for the FD and AEP samples. For ease of reference, each of the 46 issues is given a numerical code (1 to 46, see Table 1 ). It is clear that the level of discussion Change to accounting numbers 1.3 3.4 1.9 3.0 0 3
Change to disclosures 2.9 6.1 3.4 4.7 2 5
Note 1: The maximum number of issues is 52 for discussion and negotiation (i.e., 46 specified issues plus 6 'other', respondent defined, issues) and 40 for changes to the financial statements (i.e., 35 specified issues which could result in change plus 5 'other', respondent defined, issues) 177-202 (2000) activity over the three year period could reasonably be described as high: four issues are cited by more than 50% of FD respondents and 12 issues are cited by more than 50% of AEP respondents.
test of -------------------
Of the top ten discussion issues cited by FDs (AEPs), 4(4) relate to compliance, 1(2) relates to audit-related matters, 1(3) relates to accounting principles and practice, 2(1) relate to the balance sheet and 2(-) relate to disclosure. The high ranking of issues 30 (timing of implementation of new regulatory requirements), 31 (disclosure of directors' remuneration packages and stock options) and 33 (existence and composition of audit committee) is to be expected, given that they were new requirements and apply to all companies. In addition, the disclosure of directors' remuneration packages and stock options (ranked 2 and 3 by FDs and AEPs, respectively) is an extremely sensitive issue for directors, due to the media attention it attracts.
The high ranking of nature and content of management letters (ranked 3 and 2 by FDs and AEPs, respectively) is also to be expected. Management letters are one way in which value can be added to the audit, with points relating to internal controls and accounting policies being most valued by companies (Manson et al., 1994) . 7 Management letters can, however, include implicit or explicit criticism of the executive directors. In consequence, the high incidence of discussion can be seen as a behavioural response to the personal, sensitive nature of the issue.
It is also interesting to note some of the issues which do not rank highly. For example, despite the now widespread acceptance of the importance of accounting for the environment (Gray et al. 1993) , environmental liabilities/contingencies rank a lowly 41 and 40 by FDs and AEPs, respectively, while, despite the well-documented expectation gap, ability to detect fraud and other irregularities ranks only 39 and 35 by FDs and AEPs, respectively. 8 The rankings for the FD and AEP samples separately were very similar. The Spearman rank correlation between the FD and AEP rankings was very high (r = 0.876; p<0.0001), indicating a broad consensus in the responses of both groups. 9 We investigated whether there was any significant association between discussion frequency and respondent type using χ 2 tests (see final column of Table 4 ). Significant associations (the 5% level is used throughout this paper) were found in 14 out of the 46 cases, with 11 issues being cited more frequently by AEPs and three issues being cited more frequently by FDs. The general tendency for AEPs to indicate more frequently than FDs that discussion took place is perhaps not surprising. We offer three interpretations of this, which are not necessarily mutually exclusive. First, the AEPs work effort relates primarily to issues concerning the production and audit of annual financial statements, whereas the responsibilities of FDs relate to a wider range of activities concerning the financial management of the company. This is likely to mean that the AEPs' recall of specific interactions will be better than that of the FDs. Second, AEPs' awareness of concerns regarding auditor independence may lead the AEPs to overstate (consciously or unconsciously) their involvement with directors and their impact upon the financial statements. Third, it is likely that, since the samples are not matched, the AEPs' responses relate to more difficult/ complex clients than those in the FD sample. This is because the AEPs' responses refer to their 'largest' listed company client (defined above), and company size is highly correlated with complexity (Pong and Whittington, 1994) .
While a broad consensus between the responses of both groups is to be expected, a certain lack of agreement on specific issues (and hence less than perfect correlation) is also to be expected. Although FDs and AEPs can be expected, as professional accountants, to share many views, their employment context gives them a different set of motivations and priorities. In general, compared to FDs, AEPs can be expected to be more concerned with compliance with the regulatory framework and to emphasise technical accounting considerations rather more than commercial considerations in matters of judgment. Consequently, the importance (and hence recall) of specific interactions will vary across the groups according to their priorities. It is, therefore, not surprising that not only more issues are listed as interactions by AEPs, but also (to an extent) different issues.
Among the top ten issues shown in Table 4 , four are cited significantly more frequently by AEPs. Our observations relating to issues below this are as follows. The three issues cited significantly more frequently by FDs occur at the lower end of the rankings (below 36 for both groups): maintenance of proper accounting records, Management Audit Ltd. Int. J. Audit. 4: 177-202 (2000 failure to meet agreed audit timetable by auditor, and time pressures caused by late adjustments from auditor. It is to be expected that the first of these issues would be of direct concern to FDs (being their responsibility and not that of the auditor), while our findings in respect of the latter two issues (viewed in conjunction with those for the comparable issues relating to the company), reflect the different perceptions of the parties as to who caused 'the problem'.
RQ2: What issues are negotiated by FDs and AEPs and what is the incidence of these negotiations?
The frequency with which each of the 46 issues was the subject of negotiation between the auditor and auditee is reported in Table 5 , whose format is identical to that of Table 4 , with the addition of columns showing the comparable ranks from Table 4 (see columns two and three). The extent of negotiation is reasonably high: two issues are cited by more than 20% of FD respondents and eight issues are cited by more than 20% of AEP respondents. Of the top ten negotiation issues cited by FDs and AEPs, accounting principles and practice issues and audit-related issues dominate. The high rank of accounting issues 7 (reorganisation costs), 13 (fair values on acquisition), and 14 (reorganisation costs on acquisition) indicates that, despite FRS3, reported earnings can still be 'managed' to some degree -it has been suggested that the bottom line used by the City has simply moved down to 'super-exceptionals' (Griffiths, 1996, ch.1) . The high rank of accounting issues 21 and 26 (stock and work-in-progress and deferred tax) may be attributed to their highly subjective nature relative to other accounting issues (Griffiths, 1996, chs. 5 and 13) . As with discussion, the FD and AEP samples have very similar rankings of the 46 issues in terms of the incidence of negotiation (Spearman rank correlation = 0.854; p<0.0001). 10 It is interesting to compare the discussion rankings from Table 4 with the Table 5 rankings. Three issues are ranked by both groups more than 20 places higher in Table 5 compared to  Table 4 , and these include three issues relating to audit fees. Thus, the critical importance of fee issues in audit relationships which has been documented in previous studies is supported (Beattie and Fearnley, 1995) .
The association between negotiation frequency and respondent type was investigated using χ 2 tests (see final column of Table 5 ). Significant associations were found in 29 out of the 46 issues, all of which were cited significantly more frequently by AEPs than FDs. Thus, significant differences between AEP and FD responses with respect to negotiation occurred for ten more issues than for discussion, indicating that the divergence between FD and AEP views is greater at this level of interaction. 11
RQ3: What issues are of most importance to respon-
dents and what events are associated with these interactions? It must be recognised that the frequency of interactions across the samples does not necessarily reflect the importance of these interactions for individual respondents. To establish the relative importance to each respondent of the issues which they cited, we asked respondents to identify the three issues of most significance to them. Among the top ten issues for each sample group, ranked on the basis of total citations by individuals across the top three slots, there are seven common issues: group matters, stock and work-in-progress, timing of implementation of new regulatory requirements (FRSs, Cadbury, etc.), reorganisation costs, statements in the annual report concerning compliance with the Cadbury Code of Best Practice, goodwill, and going concern. The three issues which appear only in the FDs' top ten are: off-balance sheet items, nature and content of management letters, and unexpected auditrelated fees, while the three issues which appear only in the AEPs' top ten are: issues arising from the requirement to comply with the Companies Acts and Accounting Standards not specifically itemised in the questionnaire, debtors, and deferred tax assets/liabilities. This reflects the differing objectives, attitudes and, hence, perspectives of both groups.
This contrasts starkly with the results in Table  5 . It is clear that the correlation between interaction frequency and interaction importance (measured as the importance of the issue to the individual) is low. In particular, although the issues of going concern and statements in the annual report concerning compliance with the Cadbury Code of Best Practice do not rank highly for either group with respect to negotia- tion frequency, any interactions which do occur assume a very high level of importance. Respondents were asked whether any of these three most important issues led to: the possibility of a qualified audit opinion, a second opinion being sought from within the firm (AEP sample only) or from a third party (e.g., lawyer, regulator, or other audit firm), consideration of a change in auditor by either party, and/or an actual change in auditor (FD sample only). Responses are summarised in Table 6 . The client is aware of the possibility of a qualified audit report in only six instances, compared to 62 for the AEP sample. These figures represent 2.4% and 9.5% of the total number of issues cited by each group, respectively. This suggests that companies may be unaware that a qualified audit opinion is being considered.
It was also found that the level of internal consultation by AEPs is high, standing at 442 (67.9%), with the issue most commonly involved being reorganisation costs. There is evidence of both parties seeking external second opinions, due to either uncertainty or, for the FD sample, opinion-shopping.
Opinion-shopping by auditees is also one explanation of the consideration of a change in auditors by auditees. The underlying issues referred to in Table 6 2. FD = finance director; AEP = audit partner 3. All significant differences relate to issues cited more frequently by AEPs than FDs. 4. Issue where frequency of negotiation is > 20 ranks higher than frequency of discussion for both groups. 5. Fisher's exact probability (two-tailed) reported, since chi-square may not be a valid test since >20% of the cells have an expected frequency <5 (Siegel and Castellan, 1988, p. 123) . 6. n.s. = not significant at the 5% level. 177-202 (2000) very wide range, indicated by the low citation frequency for even the most frequently cited issue. Fee issues continue, however, to appear at the forefront of auditor change consideration. The widespread practice of auditors seeking a second opinion, together with their willingness to consider audit qualification, can be viewed as prima facie audit quality indicators.
RQ4: What is the incidence of changes to the accounting numbers or disclosures arising from the audit process?
Out of the 46 issues examined above, 35 could give rise to changes in the accounting numbers and/or disclosures, whereas the 11 audit-related matters could not. The frequency with which such changes arose from discussion and/or negotiation is reported in Table 7 . Once again, our initial impression is that the audit process has a significant impact upon corporate financial statements: more than 10% of FDs indicated a change to the accounting numbers for 3 issues, while more than 10% of AEPs indicated a change to the accounting numbers for 13 issues. The corresponding number of issues were 10 and 27, respectively, for a change to disclosures. It is noticeable that AEPs indicate a greater amount of change than FDs. We attribute this to the three reasons identified above in relation to discussion frequencies.
Naturally, the top ten issues resulting in changes to the accounting numbers relate to accounting principles and practice or balance sheet areas, whereas the top ten issues resulting in a change to disclosures also included three compliance issues. The Spearman rank correlation between the FD and AEP rankings was very high for both changes to the accounting numbers and to the disclosures (r = 0.865; p<0.0001 and r = 0.735; p<0.0001, respectively).
Significant associations between reported changes and respondent type occurred for the majority of issues, in all cases AEPs reporting changes significantly more frequently than FDs. These findings demonstrate an interesting difference in the perceptions of both parties, with auditors believing that they have more influence upon financial reporting outcomes than directors admit to.
RQ5: What are the typical patterns of interaction
progression? Thus far in the analysis, the incidence and nature of the various forms of interaction which can occur have been considered in isolation from each other. It might be expected that the normal progression of interaction between an auditor and their client company would be from none, to discussion, then negotiation, and then change to the accounting numbers and/or disclosures, with the progression ending at any of the interim stages. It is also possible, however, for a change to result from discussion only, i.e., the negotiation stage is not required, or for interaction to start at the negotiation stage. The occurrence/non-occurrence of discussion, negotiation, change to the accounting numbers, and change to the disclosures gives rise to 16 (i.e., 2 4 ) possible combinations of these four activities/events by each respondent for 35 of the issue set. There are four possible combinations for the remaining 11 audit-related issues where change to the financial statements was not involved. The frequency distribution of responses across these combinations, aggregated across issues, is given in Table 8 for each respondent group.
The response patterns of the two groups appear similar, although a χ 2 test indicates that Management Audit Ltd. Int. J. Audit. 4: 177-202 (2000 Table 5 accounting numbers χ 2 test of 2. FD = finance director; AEP = audit partner 3. Issue which AEPs cite significantly more frequently than FDs. 4. n.s. = not significant at the 5% level; * = sig. at 5%; ** = sig. at 1%; and *** = sig. at 0.1%. Management Audit Ltd. Int. J. Audit. 4: 177-202 (2000 the response patterns are significantly different. For the FD (AEP) group, 37.7% (42.7%) of issues resulted in some interaction or change to the financial statements. It is interesting to note that 5.5% (8.2%) of issues result in change to the financial statements following discussion only.
----------------------------------------difference
test of ----------------------------------------difference
In the 400 (1341) cases where the negotiation stage was reached, 55% (40%) resulted in no change and 45% (60%) resulted in change, providing evidence of the auditors' influence on the financial statements. 12 The existence of an audit committee was not associated with this outcome across both groups: change occurred in 56% of cases where no audit committee existed and in 57% of cases where an audit committee did exist, suggesting that, in practice, audit committees may not have some of the potential benefits identified in the Cadbury Report (1992) (χ 2 = 0.050).
RQ6: What is the relationship, if any, between the frequency of discussions and negotiations and (i) the existence of an audit committee, (ii) audit tenure, and (iii) level of non-audit fees paid to auditor?
Our data permits exploration of the link (if any) between three features of the auditor-client relationship and the nature and extent of interaction. These three features are the existence of an audit committee, duration of the auditorclient relationship, and the level of non-audit to audit fees paid to the incumbent.
The relationship between discussion frequency and existence of audit committee, was investigated for each sample using χ 2 tests. Audit committees have in recent years been seen as a key corporate governance mechanism (in the US, Treadway Committee, 1987; AICPA, 1990; NYSE/NASD, 1999; and, in the UK, Cadbury Report, 1992; APB, 1994) . Of the FD (AEP) respondents, 89% and 90%, respectively, indicated that an audit committee existed. 13 We expected that audit committees would, ceteris paribus, generate greater levels of discussion, since financial reporting and the company's relationship with its external auditor are primary areas of concern to such committees. The Cadbury Report (1992) is typical of the literature in this area in not offering an explicit statement as to the purpose of such committees. This can, however, be inferred from the list of benefits of audit committee establishment. 14 Our expectations were broadly realised. For the FD (AEP) sample, 12 (14) significant associations were found, 11 (10) of which were positive and only 1 (4) of which was negative. In general, therefore, there was a positive association between audit committee existence and level of discussion. Of course, audit committees are more likely to be found in large companies and company size is highly correlated with complexity (Pong and Whittington, 1994) , hence the audit committee variable may be capturing related factors.
The relationship between negotiation frequency and existence of an audit committee was also examined for each sample, again using χ 2 tests. The number of significant associations is less than for discussion across both respondent types. Our findings with respect to the impact of an audit committee we initially found to be surprising, since in nearly all cases the negotiation frequency of auditees with an audit committee was significantly less than those without. For the FD (AEP) sample, 5 (7) significant associations were found, 0 (1) of which was positive and 5 (6) of which were negative. Although these findings provide no direct evidence of audit committee effectiveness, taken in conjunction with our results concerning discussion, they suggest that audit committees are successful in reducing the confrontational intensity of interactions between auditors and auditees (i.e., they increase the level of discussion thereby reducing the level of negotiation). 15 The duration of auditor-client alignments has several potential effects. While long-term relationships avoid high start-up costs, there is a danger that the ongoing economic dependence compromises auditor independence and/or that the auditor becomes 'stale'. Such stagnation is likely to result in less interaction. To investigate this issue, we used three alternative measures of relationship duration. First, we partitioned the samples into two groups, depending on whether the auditor appointment had existed more than ten years or less than or equal to ten years, and compared the mean number of issues cited for each of the four forms of interaction using twotailed t-tests. There were no significant differences (at the 5% level) for any form of interaction in either sample, with the exception that there was significantly more discussion for long-term relationships in the FD sample (t = -2.12; p = 0.036). 16 Second, we regressed (using simple OLS regression) the mean number of issues cited for each of the four forms of interaction against the number of years for which the same partner had signed the audit opinion. 17 This variable was not significant at the 5% level for either sample for any form of interaction. Third, we repeated these regressions using the number of years for which the same partner had been the 'main point of contact' as regressor. This variable was not significant at the 5% level for any form of interaction in either sample. Thus, overall, there is no evidence of audit stagnation associated with long-term relationships.
Since the 1970s, concerns have been expressed that the joint provision of non-audit and audit services increases the economic dependence of the auditor on the client and potentially impairs auditor independence (Metcalf Committee, 1976; POB, 1986) . We interpret the level of interaction as a crude indicator of auditor independence; specifically, we suggest that if auditor independence is compromised, less negotiation and change will occur. In the FD sample, the number of issues cited as involving negotiation and change to the financial statements was regressed (using simple OLS regression) against the ratio of non-audit to audit fees paid to the incumbent (i.e., three separate regressions). No significant results (at the 5% level) were found. In the AEP sample, the fee data available permitted the creation of only a three-class ordinal variable; non-audit fees in higher/same/lower fee band than audit fees. Using a general linear model (one-way ANOVA for unbalanced data), no significant results (at the 5% level) between the three groups' level of interaction emerged.
RQ7: What are the observations of the individual respondents about the interaction process and its outcomes?
Respondents were invited to comment on the process and the outcome of interactions and negotiations referred to in the questionnaire. They were also asked for their perceptions of the main factors influencing the outcomes. One hundred and eleven AEPs (45% of total AEP respondents) and 39 FDs (25% of total FD respondents) made a wide range of comments, some connected only loosely to the open-ended question posed. Using content analysis, three main categories were identified: no apparent conflict; attitudes to the regulatory framework; and influences on the outcomes of negotiations. All comments were coded into these categories. Each category was further divided into a small number of sub-categories. The categories and the number of responses for each sub-category are shown in Table 9 .
As can be observed the response patterns in each sub-category vary considerably for FDs and AEPs. This emphasises the differing perspectives of each respondent group. The much higher proportion of AEPs than FDs making comments suggests a higher level of interest in the subject from AEPs, which is apparent from other response patterns in the questionnaire.
Category one (no apparent conflict) contains the highest overall number of comments, particularly from the FDs. Those in sub-category 1.1 (no real problems experienced) suggest that few issues have arisen:
'Our accounts are very straightforward with no contentious issues arising. We comply with all required disclosures' (FD). Management Audit Ltd. Int. J. Audit. 4: 177-202 (2000 ' where FDs made six comments in all, four refer to audit fees as being the main area of contention. The AEPs make no reference to fees at all. One FD expresses his expectation that auditors would stand their ground on everything but fees. The AEPs generally expressed the view that if they stand up for themselves they are respected but there is a need to present a Management Audit Ltd. Int. J. Audit. 4: 177-202 (2000 mechanism for avoiding conflict is perceived to be identification and resolution of potential problems at an early stage before time pressures make them critical. The company's own attitude to compliance is also fundamental to the relationship. A good attitude to compliance leads both parties to co-operate to find the right solution, but resolution of problems is also subject to the tensions of market expectations for company performance. There are mixed views about the complexity of the current regulatory framework and varying degrees of reliance by companies on their auditors for advice in complying with it, particularly with new pronouncements.
Where negotiation takes place and interactions are more difficult the AEPs rely heavily on consultation within their firms, whereas the FDs who commented found the technical departments' late interventions an irritation. Audit committees are mainly, but not always, viewed by AEPs as an additional support in negotiations. The importance for AEPs of standing up for themselves on key issues is emphasised and reference is also made to the fall-back positions of the threat of a referral to the Financial Reporting Review Panel (FRRP) and a qualified audit report. Interestingly, the FDs make no reference at all to audit committees and little reference to difficult interactions other than fee negotiations whereas the AEPs make no reference to fees at all.
CONCLUSIONS
This paper goes behind the publicly observable financial statements and audit report to uncover the issues relating to the attest service debated at the primary interface between auditors and their auditees. To date, there are no published studies that provide direct evidence on this topic that is drawn from real-life settings. Our focus is on the audit process, in contrast to previous published empirical studies in this area that focus on publicly observable outcomes. Our findings contribute to our understanding of the nature of the audit service, in particular the value added by auditors, measured in terms of the advice and support given and the impact upon the financial statements.
Two general findings arise from the evidence presented in this paper. First, the general picture of the audit process to emerge, from the combination of the quantitative data and the individual comments, is of the audit process being a continuing co-operative and consensual process, where problems are identified and addressed as they arise. The process benefits from a good working relationship between the parties which is based on mutual understanding of each other's role. Commercial considerations are a key influence on company reporting strategy whereas for the auditor the primary influence is compliance with the regulatory framework. Thus, a balance has to be achieved. When faced with a difficult negotiation auditors strengthen their position by consulting within their firm. The importance of presenting a strong case is recognised. Audit committees are generally viewed as a valuable support mechanism from within the company. Auditors also support their case in extreme circumstances by threatening qualification and the possibility of a referral to the FRRP.
Second, the attest service includes a significant financial reporting and internal control-related advice component in addition to the activities strictly necessary to perform the attest function. This supports the findings of Beattie and Fearnley (1998a, p.20 and pp.24-25) who find that companies seek from their auditor guidance on accounting principles, comfort on internal controls and general business advice. Moreover, Beattie and Fearnley (1998b) report that where the auditor 'didn't give...sufficient or accurate advice' they were replaced (p.83). Thus, the mixing of audit and advice services is not a new phenomenon, contrary to the impression conveyed by recent contributions to the audit independence debate. What appears to have happened, however, is that, as a result of increasing competition and increasing business complexity, the expectations of directors as to what an audit can and should deliver have increased. Thus, audit firms' recent marketing initiatives have actively promoted the fact that other benefits arise from the attest function (i.e., the added-value audit). 18 Some commentators view this as eliminating the very possibility of auditor independence. Yet auditors have always provided advice to clients. Nothing has, therefore, changed substantially -it is simply that the audit has been repackaged and an emphasis has been placed on the formal communication of existing knowledge already gathered during the course of the audit. There has been no radical change in audit, rather, a process of gradual change has occurred. The concern expressed about the added-value audit seems to create a paradox: as the regulatory framework changes and becomes more complex (in an effort to improve the quality of financial reporting), clients will increasingly rely on advice from their auditors; at the same time, the very provision of this advice is claimed by some to preclude auditor independence, which is itself a key requirement for audit quality and, hence, quality financial reporting!
The use by commentators of the generic term 'advice' in this debate is perhaps unhelpful and misleading, leading to this apparent paradox. We believe that, to advance the debate about advice and independence, it is important to define explicitly the type of advice concerned. The attest function has never been stand-alone; some advice is integral to it. This includes compliance-related advice (i.e., accounting standards and Cadbury) and management letter advice on procedures. There may also be additional, informal general business advice not directly connected with the audit. These forms of advice, which are part of the added-value audit, must be distinguished clearly from pure consultancy engagements. Future research into the impact of auditor advice on auditor independence must address each type of advice separately.
This study has four main limitations. First, our research design would ideally have used matched samples, i.e., the FD and AEP from the same companies. This is, however, unlikely to be possible, due to auditor/company confidentiality considerations. Second, our analysis is based on declared responses, and incentives may exist for both under-and over-reporting of interaction and change to the financial statements. FDs may wish to understate the level of negotiation and change, whereas AEPs may wish to overstate it. The responses of each respondent type, however, provide some corroboration of the other. Third, we do not know the nature of the changes to the financial reports which have occurred due to auditor/auditee interaction. It may be that either the auditor's view has prevailed (the directors may or may not have come round to that view), or a compromise change may have been agreed through negotiation. Thus, our study does not permit conclusions to be drawn regarding the auditor's ability to withstand pressure from directors. Fourth, a postal questionnaire does not permit an analysis of the process of negotiation and conflict resolution. We intend to address the latter two limitations by conducting in-depth interviews with selected respondents who have experienced actual or potential conflict situations.
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NOTES
1. Other parties do sometimes become involved in top-level discussions (e.g., review partners and other main board members) but this is usually after the issue is discussed between the AEP and the FD, with these two individuals continuing to be involved in the discussions. 2. Any inefficiencies in their behavioural relationship, arising from conflict, could be costly to the auditor and/or the auditee (Wilcox and Smith, 1977, p.81) . 3. A cooperative game theory model is explored by Hatherly et al. (1996) . 4. This study uses audit fee data and data on the incidence of five earnings management techniques for 112 UK companies. 5. Conflict is also the subject of a recent experimental study in the accounting ethics literature, which finds that ethical reasoning moderated the relationship between locus of control (a personality variable) and the auditor's behaviour in an audit conflict situation (Tsui and Gul, 1996) . 6. We are grateful to one of the anonymous reviewers for drawing this paper to our attention. 7. Their recent survey evidence shows that 84% of U.K. companies always receive a management letter after the final audit, with small companies being less likely to receive one.
